IN THE UNI TED STATES DI STRI CT COURT
VESTER DI STRI CT OF ARKANSAS
HARRI SON Di VI SI ON

STEVE JOHNSON, Ph. D. PLAI NTI FF
V. Cvil No. 00-3026
BANK OF BENTONVI LLE DEFENDANT

MEMORANDUM CPI NI ON

This case is before the court for decision on cross-nmotions for sunmary
j udgrent . The legal question to be determined is whether Congress exceeded
the legislative authority given it by the Conmerce Cl ause when it enacted §
731 of the G amm Leach-Bliley Financial Modernization Act of 1999, Pub. L.
No. 106-102, codified at 12 U S.C. § 1831u. Section 731 allows in-state
banks, that is, banks chartered in Arkansas, to charge the sanme rate as any
out-of -state bank that has a branch in the state.

The effect of this is to override the maximum [awful rate of interest
set by Article 19, Section 13, of the Arkansas Constitution. Plaintiff
contends 8 731 nmust be struck down as an inpermissible exercise of
congressional power and the usury provisions of the Arkansas Constitution
enf or ced.

I. Background

The parties have stipulated to the follow ng facts:

1. Plaintiff, Steve Johnson, is a citizen and resident of Muntain
Home, Baxter County, Arkansas.

2. Defendant, the Bank of Bentonville, 1is a banking corporation
organi zed and existing under the laws of the State of Arkansas, wth its

princi pal place of business in Bentonville, Benton County, Arkansas.




3. The defendant is a nmenber of the Federal Deposit |nsurance
Corporation (FDIC), and its deposits are insured pursuant to 11 U S.C. § 1811
et seq.

4. The defendant is a wholly owned subsidiary of the Arvest Bank G oup
Inc., a bank holding corporation organi zed and exi sting under the |laws of the
State of Arkansas. Arvest Bank Goup has its principal place of business in
the State of Arkansas and owns an interest in banks located in the states of
Ol ahoma and M ssouri. The defendant has branches in the State of Arkansas
and M ssouri

5. On or about March 17, 2000, in the State of Arkansas, the plaintiff
executed and delivered to the defendant his prom ssory note in the original
principal sum of $5,000, bearing interest at a stated rate of 16.5% per
annum

6. The load was for personal, famly, and household use of the
plaintiff.

7. The terns of the note were negotiated within the State of Arkansas,
the proceeds were disbursed within the State of Arkansas, and the repaynent
of the note is to be made within the State of Arkansas.

8. Under the terms of the addendum of the note, the parties agreed that
the note, and all provisions thereof, would be governed by the laws of the
State of Arkansas and federal law, including but not linmted to 12 U S.C. 8§
1831u.

9. On or about March 24, 2000, the plaintiff drew his personal check in
the sum of $60.00 payable to the Bank, in paynent of an origination fee of

$25. 00, docunent preparation fee of $25.00, and an application fee of $10.00.




The paynent of these fees was required by the Bank before it would disburse
t he | oan proceeds.

10. Under prior Arkansas suprenme court rulings, the original, docunment
preparation, and application fees constitute interest under Arkansas |aw.
After deducting these fees, the true balance of this |oan was $4, 940. 00.

11. If the net balance of the funds disbursed to the plaintiff fromthe
original loan was $4,940, then the true annual percentage rate of interest
charged by the defendant under the terns of the note is 17.915%

12. At the tine the note was nade, the naximum |legal rate of interest,
if calculated pursuant to Article 19, Section 13 of the Arkansas Constitution
was 10. 5% per annum

13. Under the provisions of Article 19, Section 13 of the Arkansas
Constitution, the loan would be usurious and void as to principal and unpaid
i nterest.

14. As of June 30, 1999, the total deposits of all branches of all
comerci al banks in Arkansas equaled $29.765 billion. O that total $22.191
billion were held by branches of all banks chartered in Arkansas (hereinafter
“lIn-State-Banks”) and $7.574 billion were held by all branches of banks whose
hone states are not Arkansas, which had branches in Arkansas (hereinafter
“Qut-of -State Banks”). Thus, of all deposits held by all branches in the
State, 25.37% were, on June 30, 1999, held by branches of CQut-of-State Banks.

15. The total loans of all branches of In-State-Banks, as of June 30,
1999, equal ed $15.757 billion. Thus 70.60% of all deposits held in the State
by | n-State-Banks, as of June 30, 1999, were outstanding as | oans.

16. Assum ng the same percentage of 70.60% |loan to deposit ratio, as of

June 30, 1999, the total I|oans of all Arkansas branches of Qut-of-State




Banks, equals $5.344 billion. As of June 30, 1999, branches of Qut-of-State
Banks made 25% of the total Iloans made by all banks doing business in
Ar kansas.

17. As of June 30, 1999, there were 1, 080 branches of commrercial banks
in the State of Arkansas. O these branches 256 (or 249% were branches of
Qut - of - St at e Banks.

18. As of March 17, 2000, branches of Qut-of-State FDIC insured
depository institutions had been established in Arkansas, pursuant to 12
US.C 8§ 1831u, by depository institutions chartered in the states of
Al abama, North Carolina, Tennessee, Texas, M ssissippi, and Chio.

19. Arkansas is the only State of the United States which has a
constitution which contains a provision which sets a nmaxi mum | awful annual
percentage rate of interest on any contract at not nore than 5 percent above
the discount rate for 90-day conmercial paper in effect at the Federal
Reserve Bank for the Federal Reserve district in which such State is |ocated.

20. Steve Johnson's highest attained college degree is a Doctor of
Education in the field of conputer training.

On May 23, 2000, in accordance with the provisions of 28 US. C §
2403(a), this court directed a certification to the United States Attorney
CGener al notifying her t hat this case called into question the
constitutionality of Section 731 of the G ammLeach-Bliley Act, Pub. L. No.
106-102, 12 U. S.C. § 1831u. On Septenber 8, 2000, the court was notified
that the United States would not intervene in this case.

. Di scussi on
In order to better understand the current constitutional challenge to §

731, it is perhaps necessary to briefly discuss the situation as it stood




prior to the enactnent of § 731. Article 19, Section 13, of the Arkansas
Constitution, as nodified by Anendnent 60, provides in relevant part:
(a) CGeneral Loans:

(i) The maximum lawful rate of interest on any contract
entered into after the effective date hereof shall not exceed
five percent (5% per annum above the Federal Reserve Di scount
Rate at the tinme of the contract.

(ii) Al  such contracts having a rate of interest in
excess of the maxi num |l awful rate shall be void as to the unpaid
i nterest. A person who has paid interest in excess of the
maxi mum |awful rate may recover, within the time provided by
law, twice the anpunt of interest paid. It is unlawful for any
person to knowi ngly charge a rate of interest in excess of the
maxi mum lawful rate in effect at the time of the contract, and
any person who does so shall be subject to such punishnment as
may be provided by |aw

(b) . Al'l contracts for consumer |oans and credit sales
having a greater rate of interest that seventeen percent (17%
per annum shall be void as to principal and interest and the
General Assenbly shall prohibit the sane by | aw

Ark. Const., art. 19, § 13.

The interest rate that national banking associations may charge is
governed by federal |aw. Marquette Nat’'l Bank of Mls. V. First of Omha
Service Corp., 439 US 299, 99 S .. 540, 58 L. Ed. 2d 534 (1978).
Specifically, the National Bank Act, 12 US C §8 85 allows a national
banki ng association to charge interest at the rate allowed by the |aws of the
State where the bank is | ocated.

The Suprene Court in Marquette determ ned that, for purposes of § 85, 4
bank was considered to be “located” in the State designated in its
organi zation certificate. Thus, a national bank operating branch offices in
Arkansas, or naking loans within Arkansas, but considered to be “located” in
some State other than Arkansas under § 85 could lawfully charge a rate of

interest in excess of the maximum |l awful rate of interest under the Arkansas




Constitution. See e.g., Wseman v. State Bank & Trust, N A, 313 Ark. 289,
854 S.wW2d 725 (1993). Meanwhile a State bank chartered in Arkansas, or g
nati onal bank “located” in Arkansas, would be bound by the naxinmm | awf ul
interest rate under the Arkansas Constitution.

Hi storically in Arkansas, the branching of State banks was restricted to

severe geographical limts. In January of 1999 statew de branching was first
al | owed. Simlarly, other states liberalized “restrictions on branching by
permitting interstate branches.” Fi nanci al Software Systems, Inc. v. First

Union Nat. Bank, 84 F. Supp. 2d 594, 601 (E.D. Pa. 1999).

“Between 1864 and 1927, national banks could operate out of only one
central office in the State in which the bank was |ocated. Wen State banks
began establishing branch offices, nat i onal banks were placed at 4
conpetitive disadvantage and they becanme unpopul ar.” McQueen v. WIIlians,
177 F.3d 523, 537 (6'" Cir. 1999) (citations onitted).

In order for national banks to remain conpetitive, Congress anended the
banki ng | aws. Fi nanci al Software, 84F. Supp. 2d at 601. The goal of such
laws was “to preserve the dual banking system by pronoting ‘conpetitive
equality’ between national and State banks.” McQueen, 177 F.3d at 537
(citations omtted). See also, First National Bank of Logan, Utah v. Wal ker
Bank & Trust Co., 385 U.S. 252, 261, 87 S. C. 492, 17 L. Ed. 2d 343 (1966).

“The McFadden Act, passed in 1927 and anmended by the d ass-Steagall Act
of 1933 (codified at 12 U S.C. § 36), specifically deals with the conditions
upon whi ch a national bank nay retain or establish branch banks.” MQueen v.
Wllians, 177 F.3d 523, 535 (6'" Cir. 1999). It, anobng other things,
“permitted national banks to establish branches within a city on the sane

terns as State banks were permtted. The Banking Act of 1933 pernitted




intrastate banking on the sane terns as State banks where pernmitted.”
Fi nanci al Software, 84 F. Supp. 2d at 601 (citations omtted).

In 1994, Congress passed the Riegle-Neal |Interstate Banking and
Branching Efficiency Act of 1994, Pub. L. No. 103-328, 108 Stat. 2338 (1994).
Ri egl e-Neal “permit[ed] national banks to establish branch banks on the sang
terns that State banks were permitted to do so.” Financial Software, 84 F.
Supp. 2d at 601. See also 12 U S.C. § 36(c).

Ri egl e-Neal “establishes a framework for interstate branching” and
allows national and State-chartered banks to open interstate branches.
McQueen, 177 F.3d at 525. Riegle-Neal limted State control over interstate
banks to specified areas such as community reinvestment, consuner protection,
fair lending, and the establishnment of intrastate branches. Local interest
rates did not apply to loans made by branch banks authorized by R egle-Neal.
Instead, a State or national bank having an interstate branch in Arkansas
woul d apply the maximum lawful interest rate of its hone State. This was
viewed as putting the banks having Arkansas as their hone State at a
di sadvantage since the interest charged by those banks would be subject to
the maxi mum |l awful rate of interest allowed in Arkansas.

On November 12, 1999, President dinton signed the G amm Leach-Blil ey
Act of 1999, Pub. L. No. 106-102, which reformed the laws that define and
regulate the structure of the financial services industry. The particul ar
aspect of the Act of interest in this case is § 731 which anended section 44
of the Federal Deposit Insurance Act, 12 U S.C. 8 1831u. The new subsection
codified as 12 U S.C. 8§ 1831u(f) provides as follows:

(f) Applicable rate and other charge limtations

(1) I'n general




In the case of any State that has a constitutional
provi sion that sets a maxi mum | awful annual percentage rate
of interest on any contact at not nore than 5 percent above
the discount rate for 90-day conmercial paper in effect at
the Federal reserve bank for the Federal reserve district
in which such State is located, except as provided in
paragraph (2), upon the establishnment in such State of a
branch of any out-of-State insured depository institution
in such State under this section, the maxi muminterest rate
or amount of interest, discount points, finance charges, or
other simlar charges that nmay be charged, taken, received,
or reserved fromtine to tine in any |oan or discount nade
or upon any note, bill of exchange, financing transaction,
or other evidence of debt by any insured depository
institution whose hone State is such State shall be equal
to not nore than the greater of —

(A the maximum interest rate or anobunt of interest,
di scount points, finance charges, or other simlar charges
that may be charged, taken, received, or reserved in a
simlar transaction under the constitution or any statute
or other law of the home State of the out-of-State insured
depository institution establishing any such branch,
wi thout reference to this section, as such maxi mum interest
rate or anount of interest may change from tine to tinme;
or

(B) the maxinmum rate or anmount of interest, discount
points, finance charges, or other simlar charges that may
be charged, taken received, or reserved in a simlar
transaction by a State insured depository institution
chartered under the laws of such State or a national bank
or Federal savings association whose main office is |ocated
in such State without reference to this section.

(2) Rule of construction

No provision of this subsection shall be construed as
supersedi ng or affecting—

(A the authority of any insured depository institution
to take, receive, reserve, and charge interest on any |oan
made in any State other than the State referred to in
par agraph (1); or

(B) the applicability of section 1735f-7a, 85, or 1831d
of this title.

12 U.S.C. § 1831u(f).




The amendnent was designed to provide for loan pricing parity anong
interstate and | ocal banks. “Specifically, if an interstate bank can charge
a particular interest rate, then a local bank in the State into which the
i nterstate bank has branched, may charge a conparable rate.” H R Conf. Rep.
106- 434 di scussing § 731.

Plaintiff contends 8§ 731 violated the principles of dual sovereignty
i nherent in our federal system He argues that § 731 goes beyond the
| egi sl ati ve power granted Congress in the Conmerce C ause.

The dual State and national banking system has been referred to as “an
accident of history and the result of the continuing tension between two
structures of government.” First Union Nat. Bank v. Burke, 48 F. Supp. 2d
132, 136 (D. Conn. 1999) (citations onmitted). “Because national banks are
considered federal instrunentalities states may neither prohibit nor unduly
restrict their activities.” First Nat. Bank of Eastern Arkansas v. Tayl or,
907 F.2d 775, 778 (8'" Cir. 1990) (citations onmitted). State lawis, however,
applicable to national banks in a variety of ways.

Wth respect to State chartered banks, Congress has, either by
exercising its powers under the Comrerce Clause to regulate the national
economy or by virtue of its position as a deposit insurer, preenpted State
laws including State usury | aws. For instance, the Depository Institutions
Deregul ati on and Monetary Control Act of 1980 (DI DMCA), Pub. L. No. 96-221,
94 Stat. 132, contains five separate preenptions of State usury lints. In
re Lawson Square, Inc., 816 F.2d 1236, 1238 (8!" Gir. 1987). These preenptive
provisions as applied to intrastate |oans have been upheld agai nst Commerce
Cl ause challenges. See e.g., Brown v. Investors Mrtgage Co., 121 F.3d 472,

476 (9'" Cir. 1997) (comercial activity of making intrastate |oans




substantially related to interstate commerce and Congress made specific
findings that nodification of State usury |laws was necessary for a stable
nati onal financial situation).

Federal banking |aw has been held to preenpt Arkansas usury law in a
variety of situations. For instance, in Stephens Security Bank v. Eppivic
Corp., 411 F. Supp. 61 (WD. Ark. 1976), the court ruled that a provision of
the Federal Deposit Insurance Act, 12 U S.C 8§ 1833a, preenpted Arkansas
usury law with respect to the maxi mum interest rate that could be charged by
FDIC insured State banks on business and agricultural |oans exceeding
$25, 000. In Nelson v. River Valley Bank & Trust, 334 Ark. 172, 971 S.w2d
777 (1998), the Arkansas Supreme Court held that section 501 of the DI DMCA
preenmpted Arkansas usury law if the loan net certain conditions. Nelson, 334
Ark. at 176-177. Specifically, the court held § 501(a)(1l), codified at 12
US. C § 1735f-7a(a), preenpted State usury |law when a loan is secured by a
first lien on residential real property. See also Troutt v. First Fed. Sav.
& Loan Ass’'n of Hot Springs, 280 Ark. 505, 659 S.W2d 183 (1983) (sane);
Rhode v. Krener, 280 Ark. 136, 655 S.W2d 410 (1983) (federal preenption of
Arkansas usury |law when a |loan was secured by a lien on a nobile hone--§
501(c) of the DI DMCA) .

It appears no court has yet faced a Commerce C ause challenge to the
particular section at issue in this case. The Supremacy O ause of the United
States Constitution, US. Const. Art. VI, cl. 2, “pernmits Congress to enact
legislation that superseded all State and local laws.” Canpbel | .
M nneapol is Public Housing Authority, 168 F.3d 1069 (8" CGir. 1999) (citing,
City of New York v. FCC, 486 U S. 57, 63, 108 S. C. 1637, 100 L. Ed. 2d 48

(1988) (“When the Federal Governnent acts within the authority it possesses
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under the Constitution, it is enpowered to preenpt State laws to the extent
it is believed that such action is necessary to achieve its purposes.”)).

As the Eighth Circuit noted in Sears, Roebuck and Co. v. O Brien,

178 F.3d 962 (8'" Cir. 1999):

Under the Supremacy O ause of the Constitution, whether a federal
| aw preenpts a State |law generally turns on the answers to four

guesti ons. Is the State law explicitly preenpted by the federal
law? Is the State law inplicitly preenpted by the federal |aw
because Congress has regulated the entire field? |Is the State
law inplicitly preenpted because conpliance by a private party
with federal and State law is inpossible? Is the State |aw
inmplicitly preenpted because it creates an obstacle to

acconpl i shment and execution of the full purpose of federal |aw?
Id. at 966.

Here, the express |anguage of 8 731 shows Congress explicit intent to
preenpt State |aw. The question therefore becomes whether Congress acted
within its legislative power under the Commerce C ause in doing so.

We believe it did. The Interstate Comerce Cl ause gives Congress the
power to regulate commerce anbng the several states. US Const. art. |, §
8, cl. 3. The Suprene Court has:

identified three broad categories of activity that Congress may
regul ate under its conmerce power. First, Congress may regul ate
the use of the channels of interstate comerce. Second, Congress
is enmpowered to regulate and protect the instrunentalities of
interstate commerce, or persons or things in interstate comerce,
even though the threat nmay cone only fromintrastate activities.
Finally, Congress’ comerce authority includes the power to
regulate those activities having a substantial relation to
i nterstate commrerce.

United State v. Lopez, 514 U. S. 555, 115 S. St. 1624, 1629-30, 131 L. Ed. 2d
626 (1995) (citations omtted). Wthin the final category, “the proper test
requires an analysis of whether the regulated activity, ‘substantially

affects’ interstate coomerce.” |Id., 115 S. Ct. at 1630.
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As the Suprene Court in Lopez noted, it has “upheld a wi de variety of
congressional Acts regulating intrastate econonmic activity where we have
concluded that the activity substantially affected interstate comerce.
Lopez, 115 S. C. at 1630. Al't hough Congress in enacting § 731 made no
specific findings that nodification of State usury |aws was necessary, we
nevert hel ess believe Congress acted within its Comrerce C ause authority when
it preenpted State usury laws in connection with the conmercial activity of
FDI C i nsured banks naking intrastate |loans. Section 731 furthers the goal of
conpetitive equality between state and national banks. If the usury limt
were not preenpted, banks located in Arkansas wll suffer a conpetitive
di sadvant age because of (1) the usury limt; and (2) an inability to charge
other fees such as those charged in this case, that are considered to be
“interest” by the Arkansas state courts. The intrastate loan at issue in
this case is substantially related to interstate commrerce.

I'1'1.Concl usion

For the reasons stated, we find that Congress has the authority under
the Commerce Cause to override Arkansas’ usury law with respect to FDIQ
i nsured banks in Arkansas. Def endants’ motion for summary judgnment will be

granted by a separate order entered concurrently herewth.

Dated this 215t day of Novenber, 2000.

H Franklin Waters
United States District Judge
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